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BROKERS UNDERWRITERSe 


Jonathan G. Katz, Secretary 
Securities and Exchange Commission July 18, 2005 
100 F Street, NE 
Washington, DC 20549 

Re: File No. SR-NASD-00-23 
Proposed Rule Lnange ana d-nendment No. 2 by the NASD 
Relating to Amendments to Order Audit Trail Svstem Rules 

To the Commission: 

This letter comments on the provision for small firm exemptive relief - Rule 6955(d) - of the 
above referenced Proposal. We have previously commented on this provision by letters dated 
March 26, 2001 and April 26, 2000, and on the OATS rules in general by letter dated June 6, 
2000 addressed to the NASD. 

We are a small, family-owned self-clearing broker-dealer, in business since 1961. This firm 
qualifies for a temporary exemption from OATS as the Rule is currently proposed (provided that 
we terminate a clearing relationship with another small firm, which we are willing to do). 
However, we remain deeply troubled by the limited nature of the NASD's authority under the 
exemption provision. In our past correspondence, we have explained that there is no cost- 
effective means by which this firm could hlly comply with OATS, rendering this Rule effectively 
a death sentence for the firm. Since our last correspondence on this matter in March 2001, 
market conditions have changed so as to make this statement even more imperative. Because of 
these changed conditions -- coupled with the extreme seriousness and burden of OATS -- we are 
stating these concerns once again. 

In our first letter on OATS dated June 6, 2000, a copy of which is attached, we noted that OATS 
disproportionately impacts certain firms. Specifically, this includes any small or low volume firm 
(because automated system applications enjoy enormous economies of scale) and firms that use a 
large number of limit orders (because OATS hnctions as a tax on orders, increasing their cost 
regardless of whether they result in executions). That letter included a specific example of how a 
typical investment decision at this firm (involving several bunched clients and a series of scheduled 
limit orders) would result in 74 order entries to potentially obtain four executions, each of which 
had only a 40% chance of occurring. Based on the fact that every OATS report includes many 
fields of data including a 12 digit time code, we concluded that OATS would not simply increase 
our costs of execution and clearing - it would multiply those costs. 



Since that letter was written, however, the situation has gotten far worse. That letter assumed 
that four executions, if obtained, would result in only four execution reports. Since 2001, we 
have seen the adoption of decimalization and hll ascendency of ECNs in control of the Nasdaq 
market. As a result of these changes, we now regularly receive multiple partial executions even 
on small orders. Indeed, it is no longer exceptional to receive ten small executions to complete a 
single 500 share trade. Accordingly, in the example cited above, we could add an additional forty 
execution reports (each and every one with the possibility of problems or errors). This 
development underscores and confirms our belief that it is essentially impossible to deal with 
OATS reporting on a manual basis within the contours of this firm (we retain exactly three 
employees). Such reporting would only make sense in a hlly automated computer-based system. 
Unfortunately, the developers of those systems do not, to my knowledge - and are unlikely to -
focus on the needs of small, low volume firms. Thus, our difficulty with OATS does not stem 
from a lack of adequate time to engage in preparation or planning. The rule is simply not 
compatible, in our judgment, with the business of this firm, and very likely that of the other small 
firms to which exemptive relief has been properly targeted. 

Against this backdrop, we continue to believe that the current exemption provision is unduly 
tentative and fragile. Particularly troubling is the fact that exemptive authority will expire in five 
years. As explained above, under current conditions, OATS is not an appropriate regulatory 
solution for the industry's smallest self-clearing firms. The NASD presumably agrees with this or 
the exemption provision would not exist. Should conditions change, the burden should be on the 
NASD - not on a handhl of very small private companies - to make a public case for broader 
application. In addition, the current requirement regarding disciplinary history - essentially 
requiring a perfect record - is inconsistent with serious ongoing small firm relief. No firm can 
maintain a perfect disciplinary record forever. We understand the purpose of this requirement 
(and agree with it) but without some exceptions or allowance of discretion, this requirement if 
continued indefinitely would eventually nullifSr the entire exemption provision. 

In recent years, the SEC and NASD have given substantial attention and support to matters 
particularly affecting small h s .  We greatly appreciate this important trend. In addition, we 
understand that the NASD, as stated in the proposal under discussion, wishes to engage in hrther 
study before finalizing the small firm exemption from OATS. We have great respect for and 
confidence in that process. 

Thank you for giving these comments your serious consideration. Please feel free to contact us 
for any hrther discussion. 

Sincerely, 

Bonnie K. Wachtel, CEO Wendie L. Wachtel, COO 
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Richard G. Ketchum January 6, 2000 

President & Chief Operating Officer 
National Assn. of Securities Dealers, Inc. 

1735 K Street, NW 

Washington, DC 20006 


Dear Mr. Ketchum: 


This will follow-up on our discussion at the NASD forum last 

month regarding the urgent need for an extension of the deadline 

for implementation of OATS Phase I11 so that small firm 

exemptions and alternative compliance methods can be considered. 

We have completed analysis of the OATS Rules ("OATS"), recent 

interpretations, and software products currently available on the 

market in conjunction with our business. We conclude that OATS 

threatens the well-beinq of our customers and the economic 

viability of this firm. 


As is further described below, we believe the cost of OATS is 

proportionately greatest for firms that (1) have a small revenue 

base (particulary self-clearing firms); (2) are very efficient in 

their use of personnel; (3) rely heavily on Nasdaq securities; 

and (4) extensively use limit orders. Because our firm is perhaps 

the smallest and most efficient in the country (we run a full 

service, self-clearing firm with a full-time staff of three); 

relies heavily on Nasdaq and makes extensive use of limit orders 

to effect our investment strategy, we would perhaps experience a 

greater proportionate cost from OATS than any other firm in the 

industry. This is a strange result indeed for a firm that is not 

and never has been a Nasdaq market-maker (we were the victims of 

any abuses from those firms), and which has never -- in forty 
years of operation -- experienced a serious customer complaint. 

Further consideration is all the more warranted because there are 

many established alternative methods under which the purposes of 

OATS can be met. Indeed, we know of no other rule in place from 

the SEC, IRS or any other regulatory body in which use of 

expensive technology -- mandated strictly for regulatory purposes 
-- does not include alternatives for small firms. These would 
include use of client waivers, strict requirements for order 

handling personnel, submission of data on hard copy and others. 

Good regulatory practice requires special consideration for small 

firms, so as not to force consolidation in the industry -- and 
thereby hurt owners and limit customer choice -- without 
compelling justification. 




Further, were there not many other reasons for taking special 

account of the effect on small firms, we note that this category 

will disproportionately include firms owned and managed by 

minorities and women. Wachtel & Co., Inc. is such a firm. 

Finally, we realize that OATS was initially made open for 

comment some time ago. However, the rules are extremely technical 

and burdensome to analyze, and in our opinion, well beyond the 

comment writing capacities of the principals of most small firms 

(without use of expensive outside counsel). Moreover, as a 

practical matter, it would have been simply impossible to analyze 

the cost of OATS without knowledge of relevant commercial 

software, which has only been produced recently. The vendors of 

this software inform us most Phase I11 firms have done nothing to 

assure compliance with OATS. There is plenty of time to delay and 

study 'the true costs and alternatives -- the type of 
consideration good regulatory practice requires. 


About Wachtel & Co.,Inc. 

This firm was founded in 1961 by Sidney and Irma Wachtel, and is 

currently managed by daughters Wendie and Bonnie. Sid (now 

largely retired) is a former economist with the US Treasury, a 

General Securities Principal and Financial Principal, and former 

Chairman of the loca'l NASD District Business Conduct Committee. 

Wendie is a General Securities Principal and Financial Principal, 

and has formerly served as Vice-chairman of the local NASD 

Business Conduct Committee. She has also served as president of 

the Security Traders of Washington, a member of the Uniform 

Practice Committee, a regular Securities Arbitrator, a Nasdaq 

Qualification Panel Member, and consultant for the Financial 

Services Volunteer Corps assisting in establishing capital 

markets in Eastern Europe. Bonnie holds an MBA in Finance, is an 

attorney, and a Certified Financial Analyst. She is a General 

Securities Principal, former Vice-chairman of the District 

Business Conduct Committee, has served as a director of several 

public companies and is widely experienced as a securities 

arbitrator in several forums. Wendie and Bonnie collectively have 

more than 45 years experience in the securities industry. 


The firm is principally a retail full-service business, including 

limited investment banking and market-making in a few (generally 

inactive) Bulletin Board stocks. There are about 300 active 

accounts, 50-100 of which are discretionary. This is a low 

volume operation; we do not advertise and rely for our business 

on client retention, word of mouth and reputation for honesty, 

skill and good judgment. Annual commission revenues are probably 

less than one medium grade producer at Merrill Lynch. They are 

also extremely erratic, with daily trades varying in number from 
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---- 

f i f t y  t o  ze ro .  We a r e  extremely conc ious  of main ta in ing  good 
p r a c t i c e s  from t h e  p o i n t  of view of b o t h  r e g u l a t o r y  compliance 
and customer s a t i s f a c t i o n .  While no f i r m  i n  t h i s  i n d u s t r y  has  a 
p e r f e c t  r eco rd  of compliance,  o u r s  is  c l o s e  t o  p e r f e c t .  I n  
a d d i t i o n ,  i n  f o r t y  y e a r s  of o p e r a t i o n  -- a l l  of which f e a t u r e d  
involvment,  t o  some degree ,  w i t h  s m a l l e r  s p e c u l a t i v e  s t o c k s  -- we 
have never  been named i n  l i t i g a t i o n  o r  a r b i t r a t i o n ,  have never 
pa id  a s e t t l e m e n t ,  and indeed,  have never  exper ienced,  i n  any 
form whats'oever, a s e r i o u s  customer compla in t .  This  is a d i r e c t  
r e s u l t  of t h e  hands-on, con t inuous  s u p e r v i s i o n  and c o n t r o l  of 
every account  and eve ry  t r a d e  by a member of the Wachtel family .  

For puposes of OATS, two facts  should  be emphasized. Th i s  f i r m  
has  a f u l l - t i m e  s t a f f  of e x a c t l y  t h r e e  peop le :  Wendie, Bonnie and 
a  back-of f ice  c a s h i e r .  Every o r d e r  on t h e  t r a d i n g  desk is  
p e r s o n a l l y  handled from s t a r t  t o  f i n i s h  by e i t h e r  Wendie or  
Bonnie. 

The Cos t  of OATS 

A s  a p r e l i m i n a r y  m a t t e r ,  it is  impor tan t  t o  c l a r i f y  t h e  
d i s t i n c t i v e  e f f e c t  of OATS on low v e r s u s  h igh  volume f i r m s .  Our 
f i r m  u s e s  a paper t i c k e t  sys tem i n  which o r d e r s  a r e  c r e a t e d ,  s e n t  
t o  t h e  t r a d i n g  d e s k , ,  t ime stamped on e x e c u t i o n ,  then  c a r r i e d  t o  
t h e  back o f f i c e  f o r  p roces s ing  a t  t h e  end of t h e  day.  Most of t h e  
d i f f i c u l t i e s  we d e s c r i b e  below would n o t  be i n c u r r e d  i f  our  f i r m  
-- a s  s e v e r a l  l a r g e  f i r m s  -- used  a  seamless  automated system 
where o r d e r s  a r e  e n t e r e d  and rou ted  and ,  fol lowing execut ion ,  
d e l i v e r e d  t o  t h e  back o f f i c e ,  a l l  v i a  computer wi thout  use  of 
paper i n  any form. However, such  a  system i s  completely c o s t  
p r o h i b i t i v e  f o r  a f i r m  of our s i z e .  We w i l l  have t o  mainta in  
paper t i c k e t s  f o r  p roces s ing  executed  t r a d e s  r e g a r d l e s s  of 
r eco rd  keeping f o r  OATS. Viewed i n  t h i s  l i g h t ,  it i s  obvious  t h a t  
impos i t i on  of OATS on a manuual system r e q u i r e s  record ing  
v i r t u a l l y  a l l  o r d e r  in format ion  a t  l e a s t  t w i c e .  I t  is  thereby 
d u p l i c a t i v e ,  i n e f f i c i e n t  and -- wors t  of  a l l  -- extremely prone 
t o  e r r o r .  The key p o i n t  is  t h a t  a f i r m ' s  c e n t r a l  p rocess ing  
mechanism i s  l a r g e l y  an  overhead c o s t .  I t  does  no t  vary  on a  per 
t r a d e  b a s i s ,  and thereby  h i t s  h a r d e s t  on low volume firms. This 
i s  why we conclude t h a t  OATS, i f  n o t  reformed, d i s t o r t s  
compe t i t i on  i n  t h e  i n d u s t r y ,  p o t e n t i a l l y  k i l l s  smal l  f i r m s  and 
robs  customers  of t h e  oppor tun i ty  t o  work w i t h  t h e  f i r m  of t h e i r  
cho ice .  

E f f e c t  rn Market Orders 

For our  f i r m ,  OATS e f f e c t  on market o r d e r s  i s  oppres s ive ,  and i t s  
e f f e c t  on l i m i t  o r d e r s  i s  d e v a s t a t i n g .  We d e s c r i b e  t h e  two 
s i t u a t i o n s  below. 



About 5% of  ou r  o r d e r  flow is c a l l e d  i n  by a  few pa r t - t ime  r eps .  
The ba lance  i s  d iv ided  between o r d e r s  c a l l e d  i n  d i r e c t l y  by 
c l i e n t s ,  and t h o s e  genera ted  by t h e  Wachtels f o r  c l i e n t s  we 
adv i se .  C l i e n t  d i r e c t e d  o r d e r s  t e n d  t o  be market o r d e r s ,  whereas 
o r d e r s  gene ra t ed  by t h e  Wachtels  a r e  u s u a l l y  p l aced  on a  l i m i t .  

Under our  c u r r e n t  system, market o r d e r s  a r e  g e n e r a l l y  c a l l e d  i n  
by c l i e n t s  d i r e c t l y  t o  t h e  t r a d i n g  desk.  Simple o r d e r s  a r e  
executed wh i l e  t h e  c l i e n t  remains  on ho ld .  A l l  marketable  o rde r s  
a r e  r o u t e d  immediately; we c e r t a i n l y  have no i n c e n t i v e  t o  do 
o the rwi se ,  and execut ions  a r e  monitored a g a i n s t  t h e  market 
d i r e c t l y  by Wendie o r  Bonnie. We b e l i e v e  our s e r v i c e  i s  a s  f a s t  
o r  f a s t e r  t h a n  any s e r v i c e  o f f e r e d  by an o r d e r  e n t r y  f i rm .  Were 
it o the rwi se ,  ou r  c l i e n t s  have p l e n t y  of a l t e r n a t i v e s  elsewhere 
-- t h i s  is probably  t h e  most compe t i t i ve  i n d u s t r y  i n  t h e  world. 

Under OATS, t h e r e  a r e  b a s i c a l l y  two a l t e r n a t i v e s  f o r  compliance. 
One is  t o  e n t e r  t h e  o rde r  r e c e i p t  and r o u t i n g  in format ion  p r i o r  
t o  t r a n s m i t t i n g  t h e  o rde r .  I f  t h e  f i r m  can use  so f tware  wi th  an 
embedded c l o c k ,  t h i s  has t h e  advantage of o b v i a t i n g  t h e  need t o  
type  i n  a  twelve  c h a r a c t e r  t ime code,  t h e  most opp res s ive  f e a t u r e  
of OATS. However, t h i s  mechanism has  s e v e r a l  drawbacks. F i r s t  i s  
t h e  f a c t  t h a t  it de l ays  execu t ion  of an  o rde r  f o r  s e v e r a l  seconds 
a t  a  p o i n t  when seconds a r e  a t  a  premium. We e s t i m a t e  t h a t  our 
our  manual t i c k e t  system c r e a t e s  no d e l a y  i n  execu t ion  because 
t h e  o r d e r  can be w r i t t e n  approximately  a s  q u i c k l y  a s  t h e  c l i e n t  
can speak.  Typing an o r d e r  i n  OATS, wi thout  t h e  t ime but  
i n c l u d i n g  t h e  i d e n t i f i e r  and a l l  of t h e  a p p r o p r i a t e  codes ,  we 
e s t i m a t e  a t  approximately  20 seconds .  The f u l l  impact of t h i s  
i n e f f i c i e n c y ,  however, can on ly  be unders tood i n  connec t ion  with  
m u l t i p l e  o r d e r s .  Suppose, f o r  example, a c l i e n t  c a l l s  i n  four  
market o r d e r s  t o g e t h e r ,  a l l  i n  Nasdaq s t o c k s .  Under t h e  c u r r e n t  
system, i t ' s  l i k e l y  t h e s e  o r d e r s  can a l l  be c a l l e d  i n t o  one 
market maker, probably r e s u l t i n g  i n  execut ions  on a l l  of them 
w i t h i n  a minute of p l ac ing  t h e  c l i e n t  t h e  ho ld .  Under OATS, 
however, t h i s  i s  no t  p o s s i b l e .  I f  a l l  of t h e  o r d e r s  a r e  f i r s t  
e n t e r e d  i n t o  OATS before  c a l l i n g  t h e  market-maker, t h e  system 
w i l l  show d i f f e r e n t  r e c e i p t  and r o u t i n g  t imes f o r  each  one,  which 
i s  n o t  a c c u r a t e .  The a l t e r n a t i v e  i s  f o r  t h e  o r d e r s  t o  be 
processed one a t  a  t ime -- w r i t e  t h e  t i c k e t ,  t ype  i n t o  OATS, c a l l  
t h e  market maker, execute .  By t h e  t ime t h i s  p roces s  i s  f i n i s h e d  
f o r  t h e  l a s t  o r d e r ,  we e s t i m a t e  about  4 minutes w i l l  have passed 
from t h e  t ime t h e  c l i e n t  o b t a i n e d  h i s  " c u r r e n t  quo te . "  Were I a 
c l i e n t ,  I would cons ider  t h i s  an i n t e r f e r e n c e  w i t h  b e s t  execut ion 
-- a t  l e a s t  i n  comparison w i t h  t h e  system a v a i l a b l e  now. 

The a l t e r n a t i v e  t o  t h i s  system (which,  a s  i n d i c a t e d  above, i s  
v i r t u a l l y  r e q u i r e d  f o r  m u l t i p l e  o r d e r s )  i s  t o  execute  t h e  o r d e r s  
immediately,  t h e n  l a t e r  e n t e r  d a t a  i n t o  OATS. Cons idera t ion  of 
t h i s  a l t e r n a t i v e  i l l u s t r a t e s  t h e  u n i n t e n t i o n a l  y e t  devas t a t i ng  
a t t a c k  OATS e n t a i l s  on ex t remely  e f f i c i e n t  firms such a s  ours .  



The a u t h o r s  of t h e s e  r u l e s  a p p a r e n t l y  b e l i e v e  (and I paraphrase)  
t h a t  "bus ines s  can c o n t i n u e  normally" because " the  OATS d a t a  can 
be e n t e r e d  s imul taneous ly  w i t h  t h e  t r a d e  o r  a t  a  convenien t  time 
du r ing  t h e  day." Excuse u s ,  b u t  we beg t o  d i f f e r .  I f  t h e  1 2  
c h a r a c t e r  t ime codes  must be e n t e r e d  manual ly ,  OATS i s  simply an 
avalanche of c l e r i c a l  work. There i s  no convenient  t ime  t o  do 
such work, and no one a v a i l a b l e  t o  do i t .  Unlike a t  l a r g e r  f i rms ,  
t h e r e  is  no f u l l - t i m e  person s i t t i n g  a t  t h e  t r a d i n g  desk,  
a v a i l a b l e  t o  do menial  t a s k s  du r ing  s l a c k  t imes .  A l l  o r d e r s  a r e  
handled by.Wendie and Bonnie.  When t r a d i n g  volume is  down, we a r e  
employed i n  t h e  many o t h e r  t a s k s  neces sa ry  t o  run  t h i s  f i rm.  
Chief among them is inves tment  r e s e a r c h ,  a  necessary t a s k  f o r  t h e  
many c l i e n t s  who r e l y  on u s  f o r  judgment and s k i l l .  P u l l i n g  us  
away from t h i s  t a s k  f o r  t h e  purpose of voluminous d a t a  e n t r y  i s  
j u s t  about  t h e  wors t  t r ade -o f f  from t h e  s tand-poin t  of c l i e n t  
wel l -being t h a t  we c o u l d  imagine. 

F u r t h e r ,  it is no answer t o  t h i s  problem t o  suggest  t h a t  we h i r e  
a d d i t i o n a l  personne l .  I n  t h e  f i r s t  p l a c e ,  we have no need f o r  
such h i r i n g  a p a r t  from OATS. I n  t h e  second ,  an OATS r e l a t e d  
p o s i t i o n  would be imposs ib le  t o  f i l l ,  s i n c e  many days  would 
invo lve  no work a t  a l l ,  whi le  o t h e r s  would r e q u i r e  work on an 
unsuperv ised  n igh t  s h i f t  ( w i t h  heaven knows what t ype  of s e c u r i t y  
i m p l i c a t i o n s ) .  Moreover, a s  a more gene ra l  m a t t e r ,  i n  our 
expe r i ence  h i r i n g  employees i s  never  an  answer t o  r egu la to ry  
problems.  To t h e  c o n t r a r y ,  employees c r e a t e  problems through 
e r r o r s  and inexpe ' r ience,  l e a d i n g  t o  t h e  ever-burgeoning 
l i t e r a t u r e  on systems of s u p e r v i s i o n .  The longevi ty  of t h i s  f i rm,  
i t s  c l i e n t  l o y a l t y  and l a c k  of r e g u l a t o r y  problems a r e  a l l  due t o  
one key f a c t  -- hands on o p e r a t i o n  of v i r t u a l l y  every  a s v e c t  of 
t h e  b u s i n e s s  b~ members of the Wachtel f ami ly .  

J u s t  t o  emphasize -- none of t h e  r e g u l a t o r y  problems t h a t  gave 
r i s e  t o  OATS were c r e a t e d  by h i g h l y  c o n t r o l l e d  smal l  f i r m s  such 
a s  o u r s .  V i r t u a l l y  a l l  such problems were t h e  r e s u l t  of bad 
a c t o r s  o r  bad p r a c t i c e s  a t  l a r g e  f i r m s .  These f i rms  have l o t s  of 
c l e r i c a l  personnel  and l o t s  of p r o f i t  t o  fund automated systems 
-- d r i v e n  by a d v e r t i s i n g ,  h i r i n g  sa lesman and agg res s ive  t r a d i n g .  
We have no th ing  a g a i n s t  l a r g e  f i r m s ,  bu t  r e s p e c t f u l l y  demand t h a t  
our b u s i n e s s  model be recognized .  We a r e  very s e n s i t i v e  t o  cos t  
because we have no d e s i r e  t o  i n c r e a s e  ou r  revenue.  Our business  
model is not broken = i t  is j u s t  incompat ible  w i t h  a huqe 
r e a u l a t o r v  burden l i k e  OATS. 

OATS E f f e c t  on L i m i t  Orders  

The above d i s c u s s i o n  concerns  c l i e n t - d i r e c t e d  market o rde r s .  
However, t h e  r e p u t a t i o n  of t h i s  f i r m ,  most of i t s  b u s i n e s s  and 
i t s  r eason  f o r  be ing  i s  t i e d  t o  t h e  investment approach and 
recommendations of t h e  Wachtel f a m i l y .  We have two p r i n c i p a l  
s p e c i a l t i e s :  (1) r e l a t i v e l y  obscure ,  t h i n l y  t r aded  o r  e a r l y  s tage  
f i r m s ;  and ( 2 )  a c o n t r a r i a n  approach t o  mainstream investments .  



In  bo th  c a s e s ,  t h e  use of  l i m i t  o r d e r s  is  abso lu te ly  c e n t r a l  t o  
our approach.  We tend  t o  purchase s t o c k s  t h a t  a r e  d e c l i n i n g ,  and 
r a r e l y  do we p lace  a  buy o r d e r  f o r  any s e c u r i t y  without  seve ra l  
more o r d e r s ,  a t  lower p r i c e s ,  being developed o r  e n t e r e d  a t  t h e  
same t ime.  The same m u l t i p l e  o r d e r  approach i s  used when shares  
a r e  s o l d .  

In  ou r  c u r r e n t  system, a t y p i c a l  o r d e r  w i l l  c o n s i s t  of perhaps 
t e n  bunched c l i e n t s ,  i nc lud ing  f i v e  d i s c r e t i o n a r y  o r d e r s  and f i v e  
with  d i s c r e t i o n  a s  t o  p r i c e  ("DATP"). Orders placed wi th  DATP a r e  
g e n e r a l l y  on an i n s t r u c t i o n  along t h e  l i n e s  t h a t  s h a r e s  should be 
bought o r  s o l d  i f  Wendie o r  Bonnie choose t o  t ake  a p o s i t i o n  f o r  
themselves o r  o t h e r  c l i e n t s .  Because of t h e  g ran t  of d i s c r e t i o n ,  
t hese  o r d e r s  do not  r e p r e s e n t  a f i n a l  dec i s ion  by e i t h e r  t h e  
broker o r  c l i e n t  t o  purchase any g iven  s t o c k .  However, t h e  e n t i r e  
process  i s  v i r t u a l l y  c o s t l e s s ,  s i n c e  it on ly  involves  a quick 
n o t a t i o n  of t h e  time and d a t e  of t h e  conversa t ion .  When a  
d e c i s i o n  is made t o  purchase ,  bunched o r d e r s  a r e  p laced  wi th  a 
market maker ( f r e q u e n t l y  two o r  t h r e e  a t  a  t ime,  w i t h  d i f f e r e n t  
p r i c e  l i m i t s ) .  Through t h i s  process  of extremely e f f i c i e n t  order  
handl ing ,  we a r e  a b l e  t o  provide  s o p h i s t i c a t e d  account management 
even t o  r e l a t i v e l y  smal l  c l i e n t s .  

Now cons ide r  t h e  same p rocess  w i t h  t h e  c o s t s  imposed by OATS.  
Begin w i t h  t h e  i n i t i a l  d i s c u s s i o n  wi th  t h e  nondiscre t ionary  
c l i e n t .  Assume, a s  is o f t e n  t h e  c a s e ,  t h a t  s i x  s t o c k s  w i l l  be 
approved w i t h  t h e  expec ta t ion  t h a t  on ly  t h r e e  w i l l  be chosen f o r  
purchase.  Nevertheless ,  an "order  received" en t ry  must be placed 
on each of t h e  s i x  s tocks  -- f o r  f i v e  c l i e n t s ,  30 e n t r i e s .  Add i n  
t h e  o r d e r s  f o r  d i s c r e t i o n a r y  c l i e n t s  (which under OATS, a r e  
t r e a t e d  a s  one o r d e r )  and assume t h a t  t h r e e  bunched o rde r s  ( a t  
d i f f e r e n t  p r i c e  l i m i t s )  a r e  p laced  on t h r e e  s t o c k s .  This w i l l  
e n t a i l  n ine  e n t r i e s  f o r  o r d e r  r ece ived  and nine f o r  rou t ing ,  a 
t o t a l  of 18 e n t r i e s .  Also assume t h a t  one of t h e  DATP c l i e n t s  
cance l s  before  t h e  top  o r d e r  i s  executed -- add 24 a d d i t i o n a l  
e n t r i e s  (15 t o  c a n c e l ,  9 t o  r e r o u t e ) .  F i n a l l y ,  assume t h e  p r i c e  
l i m i t  i s  changed on t h e  h i g h e s t  l i m i t  on one of t h e  s tocks  t o  
adapt t o  market cond i t ions ;  add two more r e p o r t s .  The r e s u l t :  74 
OATS r e p o r t s  t o  p lace  n ine  o r d e r s ,  which c o l l e c t i v e l y  have 
approximately a 40% chance of being executed.  Put d i f f e r e n t l y ,  t o  
achieve fou r  execut ions ,  t h e  OATS system requi red  a n  average of 
e i a h t e e n  e n t r i e s  per  t r a d e  -- adding up t o  hundreds of r e p o r t s  i n  
a day -- every one of which c o n t a i n s  t h e  p o s s i b i l i t y  of a time 
exploding e r r o r .  Furthermore, every  p a r t i c l e  of t h i s  monumental 
c o s t  is supe r f luous  t o  and d u p l i c a t i v e  of our  extremely e f f e c t i v e  
c u r r e n t  system. 

We r e a l i z e  t h a t  it may be cons idered  unusual f o r  a c l i e n t  t o  
p l ace  t h r e e  o r d e r s  a t  a  t ime on each s t o c k  o r  t o  change p r i c e  
l i m i t s  on a  r e g u l a r  b a s i s .  We ag ree .  We have d e l i b e r a t e l y  chosen 
t o  employ t h i s  contra-market system on t h e  b a s i s  of our 



experience and professional ,judgment. We also note that this 

approach is extremely beneficial to the market as a whole. These 

are exactly the type of orders that add stability in escalating 

or collapsing markets. 


Finally, we realize there are means by which we can avoid some of 

the cost of OATS, and.this may be the most disturbing feature of 

the rule. We can choose listed or Bulletin Board stocks instead 

of those traded on Nasdaq (thereby avoiding stocks that we 

believe are the most attractive for our clients); or we could not 

enter those limit orders that are farthest from the market 

(potentially resulting in a devasting "miss1' of a desired 

execution because an order was not in place in a fast moving 

market). In other words, the OATS system creates costs so 

oppressive that it virtually mandates that we diminish the 

service and value we provide to clients. Although we do not doubt 

the gooa intentions of the regulators, we can hardly express our 

frustration with this unwitting interference with our clients' 

best interests. 


In summary -- the OATS system vastly multiplies for us the cost 
of handling market orders; we estimate by a factor of 10. For 

limit orders -- in view of the chilling effect towards even 
placing those orders -- the cost of the system is limitless. 

Alternative Compliance Amroaches 


We have attempted to frame our discussion of OATS within a 

cost/benefit analysis. The prior discussion focused on cost; we 

we now turn to the regulatory purpose of OATS and alternative 

methods of acheiving those benefits. 


Unfortunately, we are hampered in this regard by the fact that 

the SEC and the NASD have not chosen to articulate with 

particularity the regulatory purpose of OATS. We read that it 

will provide "a better picture" of the path of orders through the 

system, but this statement does not attempt to justify the rule's 

enormous cost. We look forward to speaking with representatives 

of the SEC and NASD to better understand OATS' intended benefits. 

This will help us sharpen our analysis and suggestions. 


In the meantime, however, we note there is widespread precedent 

in every regulatory system we know of for exemptions for small 

firms and individuals 'from expensive and burdensome regulations. 

A small sample includes the following: all employment 

discrimination statutes exempt firms with 15 employees or less; 

IRS has cut-offs based on size for the mechanism and timing of 

payroll and other tax reporting; the securities industry has 

"grandfathered" a variety of individuals from training 

and testing obligations; both the SEC and the NASD provide 

exemptions from mandatory "blue sheet" reporting through 

electronic means. 




Alan Greenspan himself  has  noted t h a t  a "one s i z e  f i t s  a l l "  
approach t o  r e g u l a t i n g  f i n a n c i a l  i n s t i t u t i o n s  i s  i n e f f i c i e n t  and 
should be avoided.  

Applying t h e s e  p receden t s  t o  OATS y i e l d s  many p o s s i b i l i t i e s  f o r  
a l t e r n a t i v e  methods of compliance. These inc lude :  

(1) ExemptqOrder-Entry F i r m s .  I f  t h e  SEC i s  most concerned with 
t h e  p r a c t i c e s  of market-makers ( a s  a l l e g e d  i n  t h e  p r i ce - f ix ing  
l a w s u i t ) ,  f i r m s  t h a t  do n o t  make Nasdaq markets should be exempt. 
A t  a  ve ry  minimum, o n l y  t h e  r o u t i n g  f u n c t i o n  f o r  such f i rms 
should be r e p o r t e d ,  because it i s  t h e  o n l y  f u n c t i o n  t h a t  has 
d i r e c t  c o n t a c t  w i t h  t h e  market-maker. 

( 2 )  Restl ire s t r i c t  s t a n d a r d s  for Order Handl ins  Personnel .  I f  t h e  
SEC is  concerned wi th  mishandling of o r d e r s ,  o r  "bad a c t o r s , "  
requirements  f o r  i n d i v i d u a l s  on t h e  t r a d i n g  desk should a l l e v i a t e  
t h a t  concern.  One p o s s i b l e  sugges t ion  is t h a t  every ind iv idua l  on 
t h e  t r a d i n g  desk ( n o t  j u s t  t h e  s u p e r v i s o r s )  have been q u a l i f i e d  
a s  a f i r m  p r i n c i p a l  f o r  a  pe r iod  of y e a r s .  This  s o l u t i o n  is 
p a r t i c u l a r y  appea l ing  because it keeps t h e  r e g u l a t o r s  n e u t r a l  i n  
choosing v a r i o u s  bus ines s  models f o r  f i rms  i n  t h e  s e c u r i t i e s  
i n d u s t r y .  Some sma l l  f i r m s  can j u s t i f y  t h e  c o s t  of OATS a s  a 
compliance measure because they use  inexper ienced  c l e r k s  on t h e  
t r a d i n g  desk .  F i r m s  l i k e  o u r s  have a l r e a d y  inves t ed  i n  our people 
f o r  compliance,  and t h e r e f o r e  do n o t  r e q u i r e  e l e c t r o n i c  
s u r v e i l l a n c e .  

( 3 )  C l i e n t  Waivers. I f  t h e  SEC i s  p r i m a r i l y  concerned wi th  c l i e n t z  
p r o t e c t i o n ,  we b e l i e v e  t h e  d r a f t i n g  of a c l i e n t  waiver would be 
an e x c e l l e n t  oppor tun i ty  f o r  t h e  r e g u l a t o r s  t o  f u l l y  a r t i c u l a t e  
t h e  b e n e f i t s  of OATS. We w i l l  c i r c u l a t e  t h e  waivers  t o  our 
c l i e n t s ;  anyone choosing n o t  t o  s i g n  w i l l  be r e q u i r e d  t o  t r a n s f e r  
o u t .  Again,  we b e l i e v e  t h i s  i s  a p e r f e c t l y  a p p r o p r i a t e  grounds 
f o r  an  exemption. Many c l i e n t s  of brokerage f i r m s  may d e r i v e  an 
e x t r a  measure of conf idence from e l e c t r o n i c  r egu la to ry  
s u r v e i l l a n c e .  We do no t  b e l i e v e  t h a t  is  t r u e  of our  c l i e n t s .  Our 
bond w i t h  them i s  t h e i r  t r u s t  and confidence i n  our s e r v i c e s ,  a 
bond we have i n v e s t e d  many yea r s  t o  develop.  

( 4 )  Exemption of Small S e l f - c l e a r i n s  F i r m s .  If t h e  SEC is 
p r i m a r i l y  concerned t h a t  f i r m s  o n l y  be exempted where t h e  c o s t  i s  
p r o h i b i t i v e ,  and t h a t  no incentive be c r e a t e d  f o r  l a r g e r  firms t o  
break up f o r  t h e  purpose of avoiding OATS, l i m i t  t h e  exemption t o  
s e l f - c l e a r i n g  f i r m s .  T h i s  is  j u s t i f i e d  on t h e  grounds t h a t  small 
i n t roduc ing  f i r m s  w i l l  o b t a i n  some measure of OATS suppor t  from 
t h e i r  c l e a r i n g  f i r m .  Also,  t h e  r e g u l a t o r s  can be assured  t h a t  
s e l f - c l e a r i n g  w i l l  never come back a s  an i n d u s t r y  t r e n d .  For most 
f i r m s ,  it would be f a r  more expensive t h a n  OATS. 



( 5 )  Use of paper'  F i l i n q .  While a l l  of OATS i s  burdensome, we a re  
l e s s  concerned w i t h  c o l l e c t i n g  t h e  r e q u i r e d  in format ion  than  with  
i ts  e l e c t r o n i c  t r ansmis s ion .  F i l i n g  on paper ,  through a  means 
t h a t  does n o t  r e q u i r e  d u p l i c a t e  r e c o r d i n g ,  would be f a r  more 
e f f i c i e n t  f o r  firms t h a t  o therwise  use  a  paper system. I f  t he  
NASD does n o t  have a  means of s t o r i n g  t h e  r eco rds ,  they  could be 
s e n t  t o  t h e  f i r m ' s  CPA. 

( 6 )  Ind iv i t iua l  Appl ica t ion .  F i n a l l y ,  as a l a s t  r e s o r t ,  t h e  NASD 
could g r a n t  waivers  by i n d i v i d u a l  a p p l i c a t i o n  based on t h e  
f a c t o r s  c i t e d  above. 

These sugges ted  grounds f o r  exemption could  be used a lone  o r  i n  
combination, and i n  combination w i t h  f i r m  s i z e .  For purposes of 
our f i r m ,  we would g l a d l y  embrace an exemption e n t a i l i n g  of 
t he  requi rments  l i s t e d  above. 

Conclusion 

We f u l l y  unders tand t h e  d i f f i c u l t y  and importance of r egu la t ing  
t h e  s e c u r i t i e s  markets.  We a l s o  unders tand  how l a c k  of r egu la to ry  
d i l i g e n c e  by t h e  NASD could l ead  t h e  SEC t o  c a l l  f o r  a  mechanism 
f o r  g r e a t e r  s u r v e i l l a n c e .  However, oppres s ive  r e g u l a t i o n  t h a t  
ignores  t r a d i t i o n a l  p r o t e c t i o n  f o r  s m a l l  f i r m s ,  h i t s  ha rdes t  on 
those  f i r m s  t h a t  were no t  involved i n  any way i n  r egu la to ry  
nonfeasance,  and t h a t  t h r e a t e n s  a f o r t y  year  o l d  family-owned 
bus iness  w i t h  no c l i e n t  problems, is  c e r t a i n l y  no t  t h e  answer. A t  
t he  ve ry  l e a s t ,  t h e  SEC should d e l a y  implementation of Phase I11 
and s tudy  t h e  t r u e  c o s t s  of t h i s  system on t h e  i n d u s t r y ' s  
sma l l e s t  f i r m s .  F u r t h e r ,  t o  t h e  e x t e n t  t h a t  any formal  a n a l y s i s  
of t h e s e  compet i t ive  i s s u e s  has  been undertaken,  we r eques t  a  
copy of t h a t  a n a l y s i s .  

Again, we do not  q u e s t i o n  t h e  good i n t e n t i o n s  of any r egu la to r  
who has  advocated implementation of OATS. But as the r u l e s  s t and ,  
t h i s  system t h r e a t e n s  to d e s t r o y  our  f i r m  w i t h  QQ d i sce rnab le  
b e n e f i t  to our c l i e n t s .  We look forward t o  d i s c u s s i n g  these  
i s s u e s  i n  person a t  your e a r l i e s t  convenience.  

S ince re ly  yours ,  /1 

Bonnie K .  Wachtel ,  CEO Wendie L .  Wachtel ,  COO 


